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State and Local Governmental
Developments—1992
Economic and Industry Conditions
The economic distress of 1990 and 1991 has continued into 1992
and is continuing to affect governments in many ways. Many of the
economic factors that had a significant impact on the finances and
operations of governments last year are present this year as well.
Declining tax bases continue to cause property tax revenues to fall below
budgeted levels, decreases in consumer spending continue to result in
declining sales tax revenues, and higher unemployment figures continue
to translate into lower income tax revenues. At the same time, demand
for the services rendered by governments continues to increase, resulting
in upward pressure on expenditures. Increasing expenditures and
declining revenues place more and more pressure on governments
to balance their budgets. To meet requirements to adopt balanced
budgets, some governments use fund balance to reduce or eliminate
the shortfall of revenues over expenditures. Others may consider using
accounting adjustments to reduce or eliminate such shortfalls. "Oneshot adjustments" similar to those used by some governments in the past
may be used by still others this year. Such adjustments have included—
• Delaying payment of employee salaries or benefits to reduce
expenditures reported in cash-based budgets.
• Making transfers to the general fund from other funds, to decrease
the budgeted and generally-accepted-accounting-principles(GAAP-) based deficit of the general fund without improving the
financial condition of the government.
•

Selling assets, restructuring debt, reducing scheduled contributions
to pension funds, and deferring scheduled maintenance, all of
which can give the appearance of improving a government's
current financial position.

• Delaying payments to internal service funds for insurance and
other services.
When such measures are taken, auditors should consider whether
any existing legal or contractual requirements have been violated, and
whether adequate disclosure has been made in the financial statements.

5

The Political Environment
Because governments operate in a politically sensitive environment,
the potential impact of mismanagement, defalcations, and noncompli
ance with laws and regulations usually attracts a greater amount of
attention than in other environments. Many governments have
adopted legislation on financial accountability and internal controls
because of the increased public focus on the fiscal accountability of
elected officials and government employees. Such legislation often
includes—
• Guidelines on conflicts of interest and ethics.
• Requirements for competitive bidding for purchases of goods or
services.
• Restrictions on the use of discretionary funds.
• Restrictions on travel and entertainment expenses.
• Restrictions on the private use of publicly owned property (for
example, automobiles).
• Restrictions on outside political activities.
• Restrictions on lobbying.
• Tax reporting requirements (for example, Internal Revenue Service
Form 1099 and arbitrage interest rebates).
• Guidelines governing investment policies.
• Requirements to implement controls to prevent budgets from
being exceeded or amended.

The Audit Environment
Audit quality and high-risk federal financial assistance programs
continue to be of great concern to federal grantor agencies as well as the
Office of Management and Budget (OMB) and the General Accounting
Office (GAO). Recent semiannual reports of the President's Council on
Integrity and Efficiency (PCIE) Standards Subcommittee indicate that
federal Inspectors General (IGs) continue to find significant reporting
and auditing deficiencies that have caused audit reports to be rejected.
The deficiencies include the following:
• Reports on internal control structure do not identify the categories
of significant controls.
•

Schedules of federal financial assistance do not identify the source
of federal funds.

• Working papers do not document the audit plan or audit program.
6

• Working papers do not support the reports on compliance.
• Written representations from management and attorneys are not
obtained.
• The status of findings in prior audits is not addressed.
• Reports on compliance, internal controls, or both are missing.
The AICPA has formed a task force to work with the federal IGs to
determine the causes of these deficiencies. Auditors who issue deficient
audit reports or perform inadequate procedures may be subject to
remedial or corrective action, including suspension or debarment from
performing further audits of recipients of federal funds.

Specific Industry Conditions or Risk Factors
Federal Programs. Activities related to participation by state and local
governments in federally sponsored programs are subject to a number
of federal laws and regulations. Auditors should be alert to the potential
for mismanagement of federally sponsored programs as well as to instances
of noncompliance with the requirements applicable to those programs:
for example, using federal funds for personal travel, making payments to
ineligible persons, false reporting, reporting unallowable costs either as
direct or indirect costs, not adhering to administrative cost limits, and using
federal funds to inappropriately support general government activities.
Complex Laws and Regulations. The complexity of the laws and regulations
to which state and local governments may be subject increases the risk
of noncompliance. Areas of noncompliance may include, for example:
expenditures in excess of legally adopted budgets; failure to follow
prescribed collateralization requirements for deposits and investments;
failure to comply with investment restrictions; failure to comply with
arbitrage regulations and rebate rules; and improper withholding,
reporting, and remitting of payroll taxes.
Statement on Auditing Standards (SAS) No. 54, Illegal Acts by Clients,
requires that audits be designed to detect noncompliance with those laws
and regulations that could have a direct and material effect on the determi
nation of financial statement amounts. In order to meet that requirement,
auditors should assess whether management has identified laws and
regulations that have a direct and material effect on the determination
of amounts in the governmental entity's financial statements. In
addition, written representations obtained from management should
include an acknowledgment of the fact that all laws and regulations,
noncompliance with which would have a direct and material effect on
the determination of financial statement amounts, have been identified
and disclosed to the auditor.
7

Going-Concern Review. In the past, governments were assumed to have
an unlimited ability to raise revenues to support their operations and
to service long- and short-term debt. However, the current economic
environment and taxpayer initiatives, as well as limitations on the
incomes and resources of taxpayers, have restricted governments' ability
to raise revenues through their taxing powers. SAS No. 59, The Auditor's
Consideration o f an Entity's Ability to Continue as a Going Concern, states
that, as part of every audit, the auditor has a responsibility to evaluate
whether there is substantial doubt about the entity's ability to continue
as a going concern for a reasonable period of time, not to exceed one
year beyond the date of the financial statements being audited. In
performing an audit of a state or local government, the auditor might
identify conditions such as those listed below that may indicate that
there could be substantial doubt about the government's ability to
continue as a going concern for a reasonable period of time.
• Defaults on debt (for example, when revenues are less than origi
nally forecasted for the repayment of revenue bonds).
• Large unfunded pension obligations combined with diminishing
revenues and a declining tax base (for example, a declining popu
lation; lower school enrollment; reduced per capita personal
income; and reductions in the number and value of building
permits, business licenses, or retail sales).
• An increasing reliance on external funding.
• Reliance by a fund incurring large deficits on continued support
from other funds to support its activities or operations (for example,
reliance by a transit system on support from a general fund, or reli
ance by general government operations on support from a lottery).
Deposits and Investing Activities. The following factors relating to
deposits and investments may increase audit risk:
• Undocumented, unapproved, or inadequate investment policies,
procedures, and controls
• Lack of required collateral, or insufficient collateral based on current
market values, for uninsured deposits
•

Certain investments and investing activities, such as repurchase
and reverse-repurchase agreements, margin accounts, venture
capital, securities with maturities that exceed the period in which
the funds will be required to meet short-term cash needs, securities
with high rates of return and corresponding high market risk, and
trading and "churning"

Governmental Accounting Standards Board (GASB) Statement No. 3,
Deposits With Financial Institutions, Investments (Including Repurchase
8

Agreements), and Reverse Repurchase Agreements, provides guidance on
the disclosure of deposits and investment activities of governmental
entities. In December 1991, the GASB issued guidance on the
implementation of GASB Statement No. 3. The Implementation Guide,
Guide to Implementation o f GASB Statement 3 on Deposits with Financial
Institutions, Investments (Including Repurchase Agreements), and Reverse
Repurchase Agreements, is the first in a series of question-and-answer
(Q&A) publications to be issued and was specifically developed to aid
financial statement preparers in the implementation and application of
GASB Statement No. 3 and Technical Bulletin No. 87-1, Applying
Paragraph 68 of GASB Statement 3.
Self-Insurance Arrangements and Incurred-But-Not-Reported (IBNR) Claims.
Self-insurance or pool insurance arrangements have become increasingly
popular as a result of increases in premiums charged by insurance
companies. These arrangements typically cover employee medical,
workers' compensation, vehicle collision, general liability, and property
insurance. Government funding of many of these risks is often deter
mined based on available resources rather than on sound actuarial
methodologies and assumptions. In such cases, a government may
have inadequate reserves to cover losses. Furthermore, improper
accounting for IBNR claims may result in underreporting of liabilities
and inadequate disclosures.
Guidance on accounting for and reporting on self-insurance activities
and IBNR claims can be found in chapter 10 of the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units. GASB
Statement No. 10, Accounting and Financial Reporting for Risk Financing
and Related Insurance Issues, is not yet effective for entities other than
public entity risk pools, although some governments have elected to
comply with its requirements.
Auditors should call their clients' attention to possible problems,
such as inadequate loss experience data, that may arise when GASB
Statement No. 10 is initially implemented. The statement's requirements
affecting public entity risk pools were effective for financial statements
for periods beginning after June 1 5 , 1990.

Regulatory Developments
Revision of OMB Circular A-21
In October 1991, the OMB published Revised Transmittal Memoran
dum No. 4 (which revised Circular A-21, Cost Principles for Educational
Institutions) in the Federal Register. In releasing Revised Transmittal
Memorandum No. 4, the OMB noted that its revisions represent the
9

initial step in a broader effort to comprehensively revise Circular A-21.
For costs charged directly to sponsored agreements, the revision to
Circular A-21 is effective for agreements awarded or amended on or
after October 1, 1991; for costs charged indirectly, the revision is
applicable on October 1 , 1991; the certifications with respect to unallow
able costs apply to all indirect cost proposals submitted on or after
October 1 , 1991; and the 26 percent limitation on administrative costs
applies to all agreements awarded or amended on or after the start of
the institution's first fiscal year beginning on or after October 1 , 1991.

A-133 Compliance Supplement Issued
Also in October 1991, the OMB issued its Compliance Supplement for
Audits o f Institutions o f H igher Learning and Other Non-Profit Institutions
(A-133 Compliance Supplement). As is the case with the Compliance
Supplement for Single Audits of State and Local Governments, the A-133
Compliance Supplement sets forth the compliance requirements that
are to be considered in organization-wide audits of universities and
other not-for-profit institutions that receive federal assistance. It describes
general requirements that are considered in all financial and compliance
audits, common requirements for research and development programs
and student financial aid programs, and requirements that are specific
to the larger agency programs. Each requirement is accompanied by
suggested audit procedures. While the general requirements are similar
to those applicable to single audits of state and local governments, the
A-133 Compliance Supplement contains eight, rather than nine, general
requirements. The general compliance requirement relating to reloca
tion assistance and real property acquisition is excluded from the A-133
Compliance Supplement.

Consolidated Audit Guide Issued by HUD
In late 1991, the U.S. Department of Housing and Urban Development
(HUD) issued the Consolidated Audit Guide for Audits o f HUD Programs
(HUD Guide). The HUD Guide prescribes requirements for audits
of HUD-assisted programs for entities other than those covered by OMB
Circulars A-128, Audits o f State and Local Governments, and A-133, Audits
of Institutions o f H igher Education and Other Non-Profit Institutions, and
is effective for audits of fiscal years ended December 31, 1991, and
thereafter. It supplants the HUD audit guides for: Mortgagors Having
HUD-Insured or Secretary-Held M ultifamily Mortgages, Issuers of GNMA
Mortgage-Backed Securities; HUD-Approved Nonsupervised Mortgages, Loan
Correspondents, and Coinsuring Mortgages; and Auditing Development
Costs o f HUD-Insured M ultifamily Projects. In response to members'
concerns about the implementation of the guide, the AICPA and HUD
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have developed a list of unofficial questions and answers. The list is
available from the AICPA Washington office.

Indirect Overhead Billed to Federal Agencies
Several federal agencies are continuing their inquiries of universities
that receive federal research grants. Federal research grants generally
represent reimbursements for direct costs related to research projects
and indirect costs representing overhead items not directly related
to projects. The inquiries are focusing on the nature of the costs
billed to federal agencies in conjunction with research conducted
by the institutions. Auditors should be mindful of the growing con
cern that indirect cost pools may include costs that might eventually
be disallowed.

Auditing Federal Financial Assistance
Depending on the amount and source of federal financial assistance
they receive, state and local governments may be required to satisfy
audit and reporting requirements described in Government Auditing
Standards issued by the Comptroller General of the United States (often
called the "Yellow Book"); the Single Audit Act of 1984; other federal
agency policies and regulations; and agreements or contracts with
federal agencies.
Federal IGs are required by law to ensure that audit work conducted
by nonfederal auditors of government organizations, programs, activities,
and functions complies with government auditing standards as set
forth in Government Auditing Standards. These standards include require
ments for reporting on financial-related audits, compliance with laws
and regulations, and internal controls. Nonfederal auditors are required
to follow these standards when they assert that their audits are con
ducted in accordance with Government Auditing Standards.
The Single Audit Act of 1984 requires each state and local government
that receives a total amount of federal financial assistance equal to or in
excess of $100,000 in any fiscal year to have an audit performed for that
year in accordance with its requirements. Governments that provide
federal grant funds to other organizations through a subgrant relation
ship are required to monitor the subrecipient organization's compliance
with the applicable federal audit requirements.

Other Audit Requirements
Other federal policies and regulations (such as OMB circulars and
related compliance supplements) and federal department audit guides
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or handbooks also may contain audit requirements. OMB compliance
supplements are intended to provide uniform audit and reporting
requirements for federal agencies and departments. Agreements or
contracts between a state or local government and a federal department
or agency also may specify additional audit requirements. When
performing a program or grant audit, auditors should determine whether
there are audit guide requirements in addition to those contained in
the program or grant agreement or contract.
The PCIE Standards Subcommittee has prepared a summary of
program audit guides that classifies program audit guides as active or
inactive and indicates planned revision dates as of October 1991. The
summary is available from the PCIE distribution center (see "References
for Additional Guidance").

Single Audit Reporting Issues
Single audit reporting issues continue to arise as a result of changing
professional standards and federal regulations. Listed below are several
single-audit reporting issues that are frequently encountered in practice.
Required Reports. An illustration of the reports required is provided in
exhibit 1.
Reporting on Compliance With Laws and Regulations. Both Government
Auditing Standards and OMB Circular A-128 require auditors to prepare
reports on compliance with laws and regulations. Government Auditing
Standards requires auditors to prepare a written report on compliance
with laws and regulations that may have a material effect on the financial
statements. That report is based on the results of procedures performed
as part of the audit of financial statements. OMB, Circular A-128
requires that, in addition to the report required by Government Auditing
Standards, auditors report on compliance with specific laws and regula
tions that may have a material effect on each major federal financial
assistance program, as defined by the Single Audit Act of 1984, on
compliance with certain laws and regulations applicable to nonmajor
federal financial assistance programs, and on compliance with the
general requirements applicable to the federal financial assistance.
SAS No. 68, Compliance Auditing Applicable to Governmental Entities and
Other Recipients of Governmental Financial Assistance, provides detailed
guidance on these reporting requirements.
Reporting Instances o f Noncompliance. Government Auditing Standards
require that the auditor's report on compliance with laws and regulations
that may have a material effect on the financial statements include all
material instances of noncompliance. However, when reporting on
12

Exhibit 1
Levels of Reporting in Governmental Single Audits*

GAAS vs. GAGAS vs. SINGLE AUDIT

GAAS
Single Audits — OMB Circulars A -128 & A -133

Report on
Financial
Statements
“Regular Audit”

GAGAS and
“Yellow Book”
Report on
entity’s
internal
control
structure

Report on
FFA
Statement

Report on
internal
controls
over FFA

Report on
entity’s
compliance
with laws
and
regulations

Report on
FFA general
compliance

Report
Report
on FFA
on FFA
“non-major”
“major”
compliance compliance

REPORTS ON FRAUD, WASTE AND ABUSE

GAAS = 1 Report
GAGAS = 3 (possibly 4) Reports
Single Audit = 8 (possibly 9) Reports

*See also the section of this ARA entitled "Revision of SAS No. 63."
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compliance with laws and regulations applicable to federal financial
assistance programs as required by OMB Circular A-128, the auditor is
to report all instances of noncompliance as findings. Materiality is
considered, however, in expressing an opinion on compliance with
laws and regulations in such audits.
Reporting on Internal Controls. When reporting on internal controls as
required by Government Auditing Standards, the auditor should describe
the significant categories of internal control structure policies and
procedures that were considered as part of the financial statement
audit, including the controls established to assure compliance with
laws and regulations having a direct and material effect on financial
statement amounts.
When federal financial assistance is material to the financial statements,
the auditor's report on internal controls should describe the control
categories related to ensuring compliance with the general and specific
requirements.
Statement of Position (SOP) 90-9, The Auditor's Consideration of the
Internal Control Structure Used in Administering Federal Financial Assistance
Programs Under the Single Audit Act, issued in November 1990, provides
guidance on the auditor's responsibilities for considering the internal
control structure used in administering federal financial assistance
programs and reporting on the internal control structure in audits
conducted in accordance with the Single Audit Act and OMB Circular
A-128. The SOP amends chapter 21 of the AICPA Audit and Accounting
Guide Audits o f State and Local Governmental Units and supersedes
example 26 of SOP 89-6, Auditor's Reports in Audits o f State and Local
Governmental Units. SOP 90-9 updates the guide and SOP 89-6 to include
conclusions set forth in statements on auditing standards that were
issued since the guide was originally published. SOP 90-9 is effective
for audits performed in accordance with the Single Audit Act of 1984
for fiscal periods beginning on or after January 1, 1991.
SOP 90-9 requires auditors to perform tests of controls to evaluate the
effectiveness of the design and operation of internal control structure
policies and procedures relevant to detecting or preventing noncom
pliance with applicable requirements to major programs. The SOP
prescribes a minimum requirement, the 50 percent rule, for determining
the sufficiency of those tests of controls. The 50 percent rule stipulates
that if major programs constitute less than 50 percent of total federal
expenditures, or if there are no major programs, the auditor should
perform tests of controls used in administering the largest programs
until systems related to the administration of at least 50 percent of
federal financial assistance program expenditures are subject to tests
of controls. The rule applies only to tests of controls to evaluate the
effectiveness of the design and operation of internal control structure
14

policies and procedures relevant to preventing or detecting material
noncompliance with specific, general, and certain other requirements.
It does not apply to performing substantive tests of compliance with
laws and regulations. The results of tests of controls performed to satisfy
the 50 percent rule should be considered by the auditor in determining
the extent of substantive testing required to form a basis for issuing an
opinion on compliance with laws and regulations applicable to major
federal financial assistance programs, as described in SAS No. 68.

Audit Developments
SAS on th e C on firm ation P rocess
The AICPA Auditing Standards Board issued SAS No. 67, The Confirma
tion Process, in November 1991. It provides guidance on the confirmation
process in audits performed in accordance with generally accepted
auditing standards (GAAS). It supersedes paragraphs 3 through 8 of
SAS No. 1, Codification of Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 331.03-.08) and the portion of para
graph 1 of AU sec. 331 that addresses the confirmation of receivables.
It is effective for audits of fiscal periods ending after June 15, 1992,
although early application is permissible.
R ev ision o f SAS N o. 63
Since the issuance of SAS No. 63, Compliance Auditing Applicable to
Governmental Entities and O ther Recipients o f Governmental Financial
Assistance, certain developments that affect the guidance provided by
that Statement have occurred. Such developments include the issuance
of OMB Circular A-133 and a revision of the OMB Compliance Supplement
for Single Audits of State and Local Governments. In addition, the Auditing
Standards Board became aware of other issues related to the implementa
tion of SAS No. 63 that required clarification. To address these matters,
the Auditing Standards Board has issued SAS No. 68.
SAS No. 68 supersedes SAS No. 63 and—
• Provides guidance on the auditor's responsibility when, during an
audit in accordance with GAAS, the auditor becomes aware that
the entity is subject to an audit requirement that may not be
encompassed in the terms of the engagement.
• Requires the issuance of a report on the general requirements in
an audit conducted in accordance with the Single Audit Act of
1984 and OMB Circular A-128, whether or not the entity has major
programs. (SAS No. 63 required this report only when the entity
had major programs.)
15

• Provides guidance on the auditor's compliance auditing responsi
bilities under OMB Circular A-133.
• Provides guidance on the auditor's responsibilities when engaged
to conduct a program-specific audit.
• Eliminates from the appendixes of SAS No. 63 certain excerpts of
the Compliance Supplement for Single Audits of State and Local Govern
ments that have been superseded. (To ensure that they are using
up-to-date guidance, practitioners should refer to the appropriate
federal sources to obtain the applicable federal requirements.)
SAS No. 68 is effective for audits of financial statements and of
compliance with laws and regulations for fiscal periods ending after
June 1 5 , 1992.

Proposed SOP on Single Audits
An exposure draft of a proposed SOP, Audits of State and Local Govern
mental Entities Receiving Federal Financial Assistance, was issued in 1991
to update the chapters of the Audit and Accounting Guide Audits of
State and Local Governmental Units that provide guidance on audits
conducted in accordance with the Single Audit Act of 1984. The proposed
SOP incorporates the guidance in the 1988 revision of Government
Auditing Standards, SOP 89-6, SOP 90-9, SAS No. 68, and the 1990
revision of the OMB's Circular A-128 Compliance Supplement. The
proposed SOP is intended to provide detailed guidance to auditors. It
also provides additional reporting guidance when there is uncertainty
about the resolution of instances of noncompliance with specific or
general requirements applicable to an entity's federal financial
assistance programs. A complete revision of the chapters of Audits of
State and Local Governmental Units dealing with matters other than the
Single Audit Act of 1984 is underway, and an exposure draft of those
revisions is expected to be issued in late 1992.

Access to Working Papers
An increasing number of agencies have requested access to or photo
copies of working papers from auditors. Such requests raise concerns
that copies of working papers may be used inappropriately without the
auditor's knowledge or consent, resulting in increased risks of allegations
of malpractice associated with performing these audits. Agency
requests usually refer to contracts with the auditor, engagement letters
signed by the auditor, the Yellow Book, AICPA Audit and Accounting
Guides, and existing or proposed legislation as requiring auditors to
comply with such requests.
An AICPA task force has been established to address questions
arising from these requests. The task force is developing guidance on
16

whether primary regulators should share working papers with other
regulators, and whether working papers so obtained are then subject
to public access under the Freedom of Information Act. The guidance
will be discussed in the CPA Letter when it is finalized.

Condensed Financial Reporting
Condensed (or summary) financial reporting is becoming a popular
reporting method with certain governments. Condensed financial
statements present a summary of all or some of the fund types and
account groups maintained by the government. A common method is
to present the financial statements for an entire government's operations
in a single column.
Often the auditor is engaged, or required by professional standards,
to report on condensed financial statements (for example, when the
condensed financial statements are presented in an auditor-submitted
document that contains audited financial statements and the auditor's
report thereon). The form and content of the data presented and the
nature of the document in which the data are presented generally dictate
the reporting guidance to be followed.
Guidance on reporting on summary financial information is found
in SAS No. 29, Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents (AICPA, Professional Standards,
vol. 1, AU sec. 551), and SAS No. 42, Reporting on Condensed Financial
Statements and Selected Financial Data (AU sec. 552). SAS No. 29 provides
guidance on reporting on condensed financial statements or selected
financial data that accompany audited financial statements in an
auditor-submitted document. SAS No. 42 provides guidance on report
ing in a client-prepared document on condensed financial statements
or selected financial data derived from audited financial statements.
Although these Statements allow certain reporting if condensed finan
cial statements accompany general-purpose financial statements from
which they were summarized, current auditing literature requires that
an auditor's opinion about compliance with GAAP be adverse because
of inadequate disclosure when condensed financial statements are
presented as stand-alone statements.
Additional guidance on reporting on summary financial informa
tion is being developed by the AICPA Government Accounting and
Auditing Committee.

Hierarchy of Generally Accepted Accounting Principles
SAS No. 69, The M eaning o f Present Fairly in Conformity With Gener
ally Accepted Accounting Principles in the Independent Auditor's Report,
creates a hierarchy specifically for state and local governments. SAS
No. 69 raises AICPA SOPs and audit and accounting guides to a level
17

of authority above that of industry practice. Under the new hierarchy,
Financial Accounting Standards Board (FASB) pronouncements will
not apply to state and local governments unless the GASB issues a
standard incorporating them into GAAP for state and local govern
ments. SAS No. 69 is effective for audits of financial statements for
periods ending after March 15, 1992.

Accounting Developments
Disclosures About the Fair Value of Financial Instruments
The GASB's Codification of Governmental Accounting and Financial
Reporting Standards states that proprietary funds should use GAAP that
are used by similar businesses in the private sector. Thus, governmental
entities that use enterprise fund accounting should be cognizant of the
requirements of FASB Statement No. 107, Disclosures about the Fair Value
o f Financial Instruments, which requires that the fair value of financial
instruments, both assets and liabilities recognized and not recognized
in the statement of financial position, be disclosed either in the body of
the financial statements or in the accompanying notes. Statement
No. 107 is effective for fiscal years ending after December 15, 1992;
however, entities with less than $150 million in total assets in the
current balance sheet may defer application of the statement until fiscal
years ending after December 1 5 , 1995.
An example of a financial instrument held by a governmental unit
using enterprise fund accounting is loans receivable for residential
mortgages held by a state housing authority. The fair value of such a
financial instrument might be estimated by using quoted market prices
for securities backed by similar loans, adjusted for differences in loan
characteristics. If such quoted market prices are not available, fair value
could be estimated by discounting the future cash flows using the current
rates at which similar loans would be made to borrowers with similar
credit ratings and for the same remaining maturities.

Measurement Focus and Basis of Accounting
The GASB is currently reexamining the basic concepts underlying
governmental accounting and financial reporting. A fundamental step
in this reexamination process was the issuance of GASB Statement
No. 11, Measurement Focus and Basis o f Accounting—Governmental Fund
Operating Statements, which is effective for financial statements for periods
beginning after June 1 5 , 1994. The extended effective date is necessary
to allow adequate time for the GASB to develop, expose, and issue the
other recognition and measurement standards that will be necessary to
implement the flow-of-financial-resources measurement focus for
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governmental fund operating statements and to develop a reporting
model. Because of the significance of the accounting and display issues
remaining to be addressed, the GASB decided to implement Statement
No. 11 within the context of the current reporting model rather than delay
the effective date of Statement No. 11. Therefore, the GASB is currently
working on a document to present preliminary views on implementing
Statement No. 11 within the current reporting model.
As the GASB reexamines other areas of governmental accounting
and financial reporting, additional statements will be issued. Early
application of GASB Statement No. 11 is prohibited.

Compensated Absences
In December 1991 the GASB issued an exposure draft of a proposed
Statement, Accounting for Compensated Absences. The proposed Statement
would provide guidance on the measurement of accrued compensated
absences liabilities by state and local governmental entities. The GASB is
expected to issue a final Statement by the end of the year. The Statement
is expected to be effective for financial statements for periods beginning
after June 1 5 , 1993. However, for governmental and other similar trust
funds, only the current portion of the liability would be reported in the
funds; the remainder would be reported in the General Long-Term
Debt Account Group, and compensated absences expenditures would
be recognized using the modified accrual basis of accounting. The
provisions of the proposed statement for recognizing governmental
and similar trust fund expenditures using an accrual basis of accounting
would take effect at the same time as GASB Statement No. 11 takes effect.

Reporting Entity
In July 1991 the GASB issued Statement No. 14, The Reporting Entity,
which is effective for financial statements for periods beginning after
December 15,1992 (earlier application is encouraged). Statement No. 14
establishes standards for defining and reporting on the financial report
ing entity and applies to financial reporting by primary governments as
well as to separately issued financial statements of governmental
component units. Statement No. 14 defines the financial reporting entity
as consisting of (1) the primary government, (2) organizations for which
the primary government is financially accountable, and (3) other organi
zations for which the nature and significance of their relationship with
the primary government are such that exclusion would cause the
reporting entity's financial statements to be misleading or incomplete.
A primary government is financially accountable for those organ
izations that make up the legal entity as well as legally separate organiza
tions if the primary government appoints a voting majority of an
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organization's governing body, and either it can impose its will on that
organization or there is a potential for the organization to provide
specific financial benefits to, or to impose specific financial burdens on,
the primary government. Currently, the definition of the reporting
entity is based on the inclusion of those units over which the primary
government has oversight responsibility.
Most organizations determined to be component units under State
ment No. 14 should be included in the financial reporting entity by
discrete presentation—that is, by presentation in one or more columns
separate from the financial data of the primary government. However,
some component units may, in substance, be the same as the primary
government and should be reported as part of the reporting entity—
that is, the component unit's balances and transactions are reported in
a manner similar to those of the primary government, by "blending."
It is likely that an organization considered to be a component unit
under existing standards and "blended" will continue to be considered
a component unit under Statement No. 14; however, according to
Statement No. 14, that component unit will probably be reported by
discrete presentation. If the primary government has an equity interest
in a joint venture, Statement No. 14 requires that the equity interest be
reported as an asset of the fund that has the equity interest. For
proprietary funds, an equity interest should be reported in the balance
sheet and the share of the joint venture's net income or loss should be
reported in the operating statement. For governmental funds, all or a
portion of the equity interest should be reported in the general fixed
assets account group.

Reporting and Accounting Model for Governmental Colleges
and Universities
In October 1991, the GASB issued Statement No. 15, Governmental
College and University Accounting and Financial Reporting Models, to clarify
GAAP for governmental colleges and universities. Statement No. 15 is
effective for financial statements for periods beginning after June 15,
1992, with early application encouraged.
In general, governmental colleges and universities currently report
using one of two models: (1) the AICPA, model, following the Industry
Audit Guide Audits of Colleges and Universities, as amended by SOP 74-8,
Financial Accounting and Reporting by Colleges and Universities, or (2) the
government model, established by the National Council on Govern
mental Accounting Statement No. 1, Governmental Accounting and
Financial Reporting Principles. However, research indicated that some
governmental colleges and universities do not conform completely
with either model. Further, the research also indicated that, contrary to
the current hierarchy, some governmental colleges and universities
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believe that GASB disclosure requirements do not apply to entities
following the AICPA model. GASB Statement No. 15 recognizes that
either the AICPA or the governmental model is acceptable, and that the
model used must be followed completely. Statement No. 15 also states
that those following the AICPA model are required to adopt all applicable
GASB pronouncements. (Some respondents to the exposure draft
expressed concern about the lack of guidance on defining what is
"governmental" for purposes of distinguishing between "govern
mental" and "private" colleges. In the "Basis for Conclusions" section,
the GASB notes that such a definition is being developed for approval
by the Financial Accounting Foundation.)

References for Additional Guidance
AICPA
The following are some publications that may be of interest to auditors
of state and local governmental units:
•

Checklists and Illustrative Financial Statements for State and Local
Governmental Units (April 1992) (No. 008503; $20.00).

• Financial Report Survey: Illustrations of Compliance Findings in Single
Audit Reports o f Local Governmental Units (No. 037989; $21)—This is
a survey of reporting under the Single Audit Act of 1984 and OMB
Circular A-128. It is primarily intended to help auditors of local
governmental units prepare a schedule of compliance findings
and questioned costs, as required by the Single Audit Act of 1984.
This publication presents, by federal agency, more than 100
examples of compliance findings and questioned costs.
• Local Governmental Accounting Trends and Techniques (No. 009717;
$60.00)—This survey is based on a line-by-line analysis of 500 local
governmental reports with fiscal years ending in July 1989.
• Local Governmental Audit and Accounting Manual (No. 007302; $35.00).
This manual includes sample auditor's reports, a local governmental
audit program, disclosure checklists and illustrative financial
statements, illustrative internal control structure questions, and
a partner's engagement review program for state and local govern
mental units.
AICPA CPE Courses. The AICPA Governmental Accounting and Auditing
Certificate of Educational Achievement program consists of the following
series of Continuing Professional Education (CPE) courses:
•

"Governmental Accounting Principles and Financial Reporting"
(GAA1)
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•

"Financial Audits of Governmental Entities" (GAA2)

•

"Auditing and Reporting Under Government Auditing Standards"
(GAA3)

•

"Auditing Under the Single Audit Act" (GAA4)

On successful completion of the program, the participant is awarded
a certificate.
In addition, the AICPA offers the following group-study and selfstudy courses:
•

Group study:
—"Accounting for Governmental Units Under GASB"
—"Audit Requirements of OMB Circular A-133"
—"Audits of HUD-Assisted Projects"
—"Advanced Accounting for Governmental Units Under GASB"
—"Advanced Government Auditing and Reporting Issues"
—"Audits of State and Local Governmental Units"
—"Audits of Student Financial Assistance Programs"
—"How to Communicate Material Noncompliance and Material
Internal Control Weaknesses"
—"Compliance Auditing"
—"Intermediate Auditing of Federal, State and Local Compliance
Requirements"
—"Impact of the Single Audit Concept on Your Practice"
—"Government Accounting and Auditing Update"
—"Introduction to Accounting Requirements for Government
Contracts"
—"Performance Auditing"
—"1988 Yellow Book: Government Auditing Standards"

•

Self-study:
—"Introduction to Governmental Accounting"
—"Performing a Single Audit"
—"Audits of State and Local Governmental Units"
—"Understanding Federal Audit Policies and Procedures"
—"Working with the 1988 Revised Yellow Book on Government
Auditing Standards"
—"Audit Requirements of OMB Circular A-133"
—"Audits of HUD-Assisted Projects"

For more information about AICPA CPE courses, call the AICPA infor
mation hotline at (800) 242-7269 (except New York) or (212) 575-5696
(New York only).
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GASB
The Governmental Accounting Standards Board has the following
publications and services:
• Codification of Government Accounting and Financial Reporting Stand
ards, as of May 3 1 , 1990 (GCD90).
•

Original Pronouncements, as of May 3 1 , 1991 (GOP91).

• Implementation Guides—These Question and Answer Special Reports
are an occasional service containing implementation guidance for
GASB standards. The first in the series (on GASB Statement No. 3),
Guide to Implementation of GASB Statement 3 on Deposits with Financial
Institutions, Investments (including Repurchase Agreements), and Reverse
Repurchase Agreements, is now available. Another Implementation
Guide (on GASB Statement No. 9), Reporting Cash Flows of Proprietary
and Nonexpendable Trust Funds and Governmental Entities That Use
Proprietary Fund Accounting, is expected to be issued in the second
quarter of 1992.
• Action Report, a monthly newsletter.
•

Software—An information-base software package that will allow
research on GASB literature is being developed and will probably be
available in 1992.

GASB publications and services can be obtained by calling the GASB
Order Department at (203) 847-0700, extension 10.

Single Audit Information Service
The Single Audit Information Service is a loose-leaf reference service
offered by the Thompson Publishing Group. It explains how to imple
ment the single audit and provides an update of current events in the
governmental audit community. The Single Audit Information Serv
ice can be ordered by calling the Thompson Publishing Group at
(202) 872-1766.

Federal Agencies—Administrative Regulations
The various federal agencies issue general administrative regulations
that apply to their programs. These regulations provide general rules
on how to apply for grants and contracts, how grants are made, the
general conditions that apply to grantees and contractors, their adminis
trative responsibilities, and the compliance procedures used by the
various agencies. These regulations are included in the Code of Federal
Regulations.
In 1988 a revised OMB Circular A-102, Grants and Cooperative Agreements
With State and Local Governments, was published, establishing a "common
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rule" designed to create consistency and uniformity among federal
agencies in the administration of grants to and cooperative agreements
with state, local, and federally recognized Indian tribal governments.
The common rule has been codified in each federal agency's portion of
the Code of Federal Regulations.
It should also be noted that federal agencies have also codified OMB
Circular A-128 in each agency's portion of the Code of Federal Regula
tions. Although the OMB Compliance Supplement for Single Audits o f State
and Local Governments sets forth the compliance requirements for
programs contributing a great majority of funding to state and local
governments, federal agencies also develop specific compliance
supplements for use in auditing programs not included in the OMB
document. These can be obtained directly from the regional office of
the appropriate federal agency.
Auditors should also be aware that many agencies have programspecific and other audit requirements that are not covered by Circular
A-128. Such requirements may relate to certain programs (such as stu
dent financial assistance or HUD-insured mortgage programs), as well
as contract audit requirements.

Federal Agencies—Audit Guides
Federal agencies issue audit guides for various programs and activities.
HUD has issued the following consolidated audit guide:
•

Consolidated Audit Guide for Audits of HUD Programs (stock number
0-16-035988-0IG 2000.4)

This prescribes HUD requirements for Independent Public Accoun
tants (IFAs) who conduct audits of HUD-assisted programs for auditees
other than those covered by OMB Circulars A-128 and A-133 and cancels
the following four Handbooks:
No.

Title

IG 4372.1

Audit Guide for Mortgagors Having HUD-insured or Secretary-Held
Multifamily Mortgages

IG 5500.3

Audit Guide for Issuers of GNMA Mortgage-Backed Securities

IG 4000.3
REV-2

Audit Guide for HUD-Approved Nonsupervised Mortgages,
Loan Correspondents, and Coinsuring Mortgages

IG 4200.1A

Audit Guide for Auditing Development Costs of HUD-insured
Multifamily Projects

The HUD guide is available from the Government Printing Office (GPO),
Superintendent of Documents, Mail Stop: SSOP, Washington, DC
20402-9328.
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The U.S. Department of Education, Office of the Inspector General,
has issued an audit guide, Audits o f Student Financial Assistance Programs
(March 1990). It is available from the Office of the Inspector General,
U.S. Department of Education, Washington, DC, and from Offices of
Regional Inspectors General for Audit.

General Accounting Office (GAO)
GAO publications include the following:
•

Government Auditing Standards—The standards relate to audits of
government organizations, programs, activities, and functions and
of government funds received by contractors, nonprofit organiza
tions, and other nongovernmental organizations. The standards
incorporate the AICPA Statements on Auditing Standards but
prescribe additional standards needed to meet the more varied
interests of users of reports on government audits. These standards
are available from the GPO, Superintendent of Documents,
Washington, DC 20401. The stock number is 020-000-00234-3.

• Interpretation o f Continuing Education and Training Requirements—
This provides guidance to audit organizations and individual
auditors on implementing the CPE requirements of Government
Auditing Standards. The stock number and publication date are
020-000-00250-6 and April 1991, respectively. This interpretation,
and Government Auditing Standards, are available from the GPO,
Superintendent of Documents, Mail Stop: SSOP, Washington,
DC 20402-9328.
•

"Assessing Compliance With Applicable Laws and Regulations"—This
booklet, issued by the GAO Office of Policy, is intended to help the
auditor implement requirements for detecting noncompliance.
The number and publication date are GAO/OP-4.1.2 and December
1989, respectively.

• Assessing the Reliability o f Computer-Processed Data—This guidebook is
intended mainly for auditors and evaluators, not for experts in data
processing. It provides some guidelines on what auditors must do to
satisfy the standards of Government Auditing Standards. Government
Auditing Standards requires auditors to satisfy themselves that com
puter-processed data are relevant and reliable. The number and
publication date are GAO/OP-8.1.3 and September 1990, respectively.
• Assessing Internal Controls in Performance Audits—This guidebook
relates specifically to performance audits. Nonetheless, it is also
relevant to audits conducted under the Single Audit Act, which
states that auditors must assess compliance with applicable
laws and regulations. The number and publication date are
GAO/OP-4.1.4 and September 1990, respectively.
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•

"Guide to Federal Agencies' Procurement of Audit Services from Indepen
dent Public Accountants" —This booklet provides a basic understand
ing of how IPA contracts should be awarded to officials unfamiliar
with federal procurements. It discusses the special requirements of
the Chief Financial Officers (CFO) Act. The number and publication
date are GAO/AFMD-12.19.3 and April 1991, respectively.

• How to Get Action on Audit Recommendations—This guide is intended
to help auditors get more action and better results from their audit
work on government programs and operations. The number and
publication date are GAO/OP-9.2.1 and July 1991, respectively.
•

The Chief Financial Officers Act: A Mandate for Federal Financial
Management Reform—This booklet helps agency managers and other
interested parties become familiar with the act and its implemen
tation. The number and publication date are GAO/AFMD-12.19.4
and September 1991, respectively.

Requests for copies of these booklets should be sent to: U.S. General
Accounting Office, P.O. Box 6015, Gaithersburg, MD 20877. The telephone
number is (202) 275-6241.

Office of Management and Budget—Circulars
The OMB—in consultation with grant-making agencies, the GAO,
and representatives of grant recipients—developed a series of
financial circulars that establish uniform policies and rules to be
observed by all executive branch agencies of the federal government.
Circulars and other documents relevant to audits of state and local
governmental units are listed below. For copies of circulars and
bulletins, call the Executive Office of the President, Publications
Office, at (202) 395-7332; for compliance supplements and the Catalog
of Federal Domestic Assistance, call the Government Printing Office at
(202) 783-3238.

OMB Circulars Relevant to Audits of State and Local Governments
Circular Number

Applicability

A-21 (Revised)

Cost principles for educational
institutions

Issue Date

October 1991

A -50 (Revised)

Audit follow-up

September 1982

A -73 (Revised)

Audit of federal operations
and programs

June 1983

A -87 (Revised)

Cost principles for state and
local governments

January 1981
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Circular Number

Applicability

Issue Date

A -102 (Revised)

Grants and cooperative
agreements with state and
local governments

March 1988

A -122

Cost principles for non-profit
organizations

June 1980

A-128

Audits of state and local
governments (see also
related question-andanswer document under
"Office of Management
and Budget—Other
Guidance")

April 1985

A-133

Audits of institutions of higher
education and other non
profit institutions*•

March 1990

Office of Management and Budget—Other Guidance
Other documents issued by the OMB that have accounting and
auditing applications are listed below.
• OMB Bulletin No. 91-14, Audit Requirements for Federal Financial
Statements, issued in September 1991, establishes initial require
ments for audits of federal financial statements. It implements
the audit provisions of the Chief Financial Officers Act of 1990
(P.L. 101-576).
•

OMB Bulletin No. 91-15, Guidance on Form and Content o f Financial
Statements on FY1991 Financial Activity, also issued in September
1991, provides specific guidance for the preparation of financial
statements of Executive departments and agencies for fiscal year
1991 and establishes minimum disclosure requirements for these
statements.
Both bulletins were effective immediately.

•

Catalog of Federal Domestic Assistance—The Catalog is a governmentwide compendium of federal programs, projects, services, and
activities that provide assistance or benefits to the American public.
The General Services Administration (GSA) is responsible for the
dissemination of federal domestic assistance information through
the Catalog and maintains the information data base from which
program information is obtained. The OMB serves as an intermedi
ary between other federal agencies and the GSA, thus providing
oversight relative to the collection of federal domestic assistance
program data.
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Program information provided by the Catalog includes authorizing
legislation and audit requirements. The GSA distributes copies to speci
fied national, state, and local government offices. Catalog staff may be
contacted at (202) 708-5126.
Program information is also available on machine-readable magnetic
tape. The tape may be purchased by writing the Federal Domestic
Assistance Catalog Staff, General Services Administration, Ground
Floor, Reporters Building, 300 Seventh Street, S.W ., Washington, DC
20407, or calling (202) 708-5126.
Other publications include the following:
•

Compliance Supplement for Single Audits of State and Local Governments—
This sets forth the major federal compliance requirements that
should be considered in a single audit of state and local govern
ments that receive federal assistance. It supplements OMB Circular
A-128. The latest revision, which includes the three new general
requirements, was issued in September 1990.

•

Questions and Answers on the Single Audit Provisions o f OMB Circular
A -128, Audits o f State and Local Governments—This document
provides guidance relative to the single audit process through a
series of questions and answers. The document is available from
the Executive Office of the President, Publications Office, at
(202) 395-7332.

•

Compliance Supplement for Audits o f Institutions o f H igher Learning
and Other Non-Profit Institutions—This supplements OMB Circular
A-133, and sets forth the major compliance requirements that
should be considered in an organization-wide audit of universities
and other nonprofit institutions that receive federal assistance.

Information regarding the two Compliance Supplements may be
obtained by contacting the OMB Financial Systems and Policy Branch
at (202) 395-3993.

PCIE Subcommittee Guidance
The PCIE Standards Subcommittee publishes supplemental,
nonauthoritative guidance for federal officials dealing with issues arising
from the implementation of the Single Audit Act; OMB Circular A-128,
which implements the Act; and OMB Circular A-133, which extends
the single audit concept to institutions of higher education and other
nonprofit institutions.
The PCIE Standards Subcommittee has issued the following position
statements:
• PCIE Statement N o. 1 provides guidance on determining when a
series of audits of individual federal departments, agencies, and
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establishments may be considered an audit for purposes of the
Single Audit Act.
• PCIE Statement No. 2 provides guidance to cognizant agencies
on determining whether an audit report that does not meet the
50 percent rule on internal control coverage prescribed in the
AICPA Audit and Accounting Guide Audits o f State and Local
Governmental Units should be accepted.
• PCIE Statement No. 3 provides guidance on using a cyclical
approach to internal control reviews of nonmajor programs.
• PCIE Statement No. 4 establishes uniform procedures for
referrals of substandard audits to state boards of accountancy and
the AICPA.
• PCIE Statement No. 5 provides guidance for certain not-for-profit
entities other than institutions of higher education or hospitals
not covered by OMB Circular A-110, Uniform Administrative
Requirements for Grants and O ther Agreements With Institutions o f
H igher Education, Hospitals, and Other Nonprofit Organizations.
• PCIE Statement No. 6 provides clarifications and additional practi
cal working guidance to Inspectors General and others participating
in audits of not-for-profit organizations performed under OMB
Circular A-133. It contains questions and answers on OMB Circular
A-133 and was developed from questions frequently asked. It is
expected to be issued in spring 1992.
These are available in one document (stock number PCIE-06-058).
The PCIE has also issued the following:
•

Uniform Desk Review Guide o f A -128 Single Audits (stock number
PCIE-06-057)

•

Uniform Quality Control Review Guides for A -128 Single Audits
(stock number PCIE-06-058)

• Program Audit Guide Survey (stock number PCIE-06-064)
Copies of PCIE publications may be obtained by writing the Treasury
Office of the Inspector General, Room 7210, ICC Building, 1201 Consti
tution Ave., N.W ., Washington, DC 20220.

Government Finance Officers Association (GFOA)
The GFOA's address and telephone number are: 180 N. Michigan
Avenue, Suite 800, Chicago, IL 60601-7476; (312) 977-9700. Its publica
tions include the following:
•

Governmental Accounting, Auditing, and Financial Reporting (GAAFR)—
The GAAFR provides nonauthoritative guidance, and includes
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implementation guidance, on the practical application of GAAP
for governments. The GAAFR also includes implementation
guidance on the many pronouncements of the GASB, detailed
journal entries and explanations that cover a multitude of common
and complex transactions, a complete sample comprehensive
annual financial report, discussion and illustration of single audit
requirements, a glossary and chart of accounts, and a detailed
index. (The GAAFR Study Guide is also available.)
• Audit Management Handbook—This handbook on audit management
is intended for state and local governments and CPA firms that
are involved in obtaining or performing financial audits. It provides
information on all aspects of the audit management process,
including establishing the scope of the audit, procuring the audit
(including model requests for proposal), monitoring the audit,
and resolving audit issues and findings.
• Financial Reporting Series—This set of books contains information
and examples of how governments present specific financial
reporting information. It includes—
1. Illustrations o f Notes to the Financial Statements o f State and Local
Governments (1983).
2. Illustrations of Introductory Sections o f Comprehensive Annual
Financial Reports of State and Local Governments (1984).
3. Illustrations o f Statistical Sections o f Comprehensive Annual
Financial Reports o f State and Local Governments (1985).
4. Illustrations o f Supplementary Financial Data in Comprehensive
Annual Financial Reports of State and Local Governments (1985).
5. Illustrations o f Interim Financial Statements o f State and Local
Governments (1985).
6. How to Understand Local Government Financial Statements: A
User's Guide (1986).
7. Illustrations of Combined, Combining, and Individual Fund and
Account Group Financial Statements of State and Local Govern
ments (1986).
8. Suggested Solutions to Governmental Accounting and Financial
Reporting Practice Problems in Applying Authoritative Standards
(1987) .
9. Illustrations o f Popular Reports o f State and Local Governments
(1988) .
10. A Public Manager's Guide to Government Accounting and Finan
cial Reporting (1989).

* * * *
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This Audit Risk alert supersedes State and Local Governmental
Developments—1991.

* * * *
Auditors should also be aware of the economic, regulatory, and
professional developments that may affect the audits they perform, as
described in Audit Risk A lert—1991 (No. 022087). Audit Risk A lert—1991
was printed in the November 1991 issue of the CPA Letter. Additional
copies can be obtained from the AICPA Order Department.
Copies of AICPA publications may be obtained by calling the AICPA
Order Department at (800) 334-6961 (outside New York) or (800) 248-0445
(New York only).
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